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Please state your name élnd your business address.

My name is Ronald Johnson. My business address is 4 World Financial Center,‘
New York, New York..

Mr. Johnson, by whom and in what capacity are you employed?

I am employed by Merrill Lynch. Thold the position of Vice President, Investment

Banking- Corporate Ratings Advisory.

. Please describe your educational and professional background.

_ 1 received a B.A. degree in Economics with honors from Hobart College in June

1990 and an MBA in Finance and International Management from New York
University Stern School of Business in May 1996. From September 1990 to
December 1991, T was employed at the Federal Reserve Bank of New York. From
January 1992 to August 1994 I was an assistant to the Chief Economist at Salomon
Brothers Inc., and from August 1996 to April 2000 I was an Associate Director with
Standard & Poor's Corporate Ratings group. [ have been employed as a Vice

President by Merrill Lynch since 2000.

Q. What are your responsibilities in your current position with Merrill Lynch?

. My responsibilities are in the investment banking area of the firm. My duties

include working with our global power and energy clients on the credit ratings
issues related to capital markets transactions, mergers & acquisition and corporate

restructuring initiatives.

. Have you previously testified before any regulatory authority?
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A. 1 provided written testimony for the staff of the Missouri Public Service
Commission in 1998.
Q. Please describe Merrill Lynch.

A. Merrill Lynch is engaged in all phases of the securities business and maintains
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offices throughout the United States as well as in Europe and in the Far East and is
;)nc of the leading underwriters of corporate securities in the US. During the last 5
years, ML has acted as the managing underwriter or as the co-manager of public
offerings of corporate securities aggregating about $4.7 trillion. Merrill Lynch has
a high degree of familiarity with and experience in all phases of the utility industry
énd, in the last five years, has acted as a manager or co-manager of public security
offerings of gas distribution and pipeline companies or acted as their agent in

private placements for a total of about $15 billion.

Q. You have indicated that you were employed from August 1996 to April 2000 by

Standard and Poor's please describe Standard & Poor's.

A. Standard & Poor's is one of three major rating agencies that provide independent

financial information, analytical services and credit ratings to the financial markets
and investor community. The other two agencies are Moody's Investor Service and
Fitch Ratings Service. ‘ 4

The ratings issued by these agencies are used by investors and other capital
market participants to assess relative risk and as a tool for pricing capital.

While at Standard & Poor's, 1 was responsible for assessing the creditworthiness

of regulated utilities, diversified energy companies and energy merchants.
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A.

Have you recently had an opportunity to meet with any credit agencies
regarding the rating of Piedmont's debt securities?
Yes. I recently met with Standard & Poor's and Moody's June of this year.
Please describe those meetings.
During our meetings we discussed capital struﬁ:ture, financing and other ratings
issues related to Piedmont's pending purchase of Progress Energy, Inc.'s equity
interest in North Carolina Natural Gas Corporation and Eastern North Carolina
Natural Gas Corporation.
What factors does S&P and the other rating agencies look at when they
provide a credit rating for debt securities?
The agencies focus on the financial leverage employed in a gas utility's capital
structure relative to the riskyness of the utility's business model. Standard & Poor's
uses business risk profile scores as a proxy for the consolidated business risk of the
utility. Utility business profiles are categorized from 1 (strong) to 10 (weak). In
order to determine a utility's business profile, Standard & Poor's analyzes the
following qualitative business or operating characteristics typical of a utility:
markets and service area economy; competitive position; fuel and power supply;
operations; asset concentration; regulation; and management.'

Standard & Poor's uses the relative risk of business to determine the appropriate
level of debt leverage, profitability and fixed-charge covefage for its rating

categories.
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A utility with a strong business profile could have less financial protection than one
with a weaker business profile, yet they could still achieve the same rating.
Conversely, a utility with a weak business profile could require a more robust
financial profile than one with a stronger business profile in order to get the same
rating.

Piedmont Natural currently holds busiﬁess profile score of a '3'. In Exhibit
__(RAH-1), I have included a list of the business profile scores and debt ratings for
the gas utilities referenced in Mr. Brown's testimony.

Both Moody's and Fitch employ similar methodology for rating a utility.

. When rating agencies look at a natural gas utilities short-term debt, do they

pick a single point in time or do they look at average short-term debt
outstanding.

For ratio calcu}ation, the agencies factor in scasonal variations in short term debt
balances and assume that these balances will be paid down over the cause of the
business year. The agencies view short-term balances that are constantly rolled
over as permanent debt, and include these amounts when calculating debt leverage
in a company's consolidated capital structure.

H,ave you had an opportunity to review the testimony filed in this proceeding
by Mr. Steve Brown?

Yes.

Have you examined the hypothetical capital structure proposed by Mr. Brown?

Yes.

1
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Do you have an opinion how Mr. Brown's proposed hypothetical capital
structure would affect Piedmonts credit rating and cost of debt?

Yes.

Please state your opinion.

Adopting Mr. Brown's capital structure recommendation of 56% total debt, return
on common equity of 7.6%, and rate proposal of $1.9 million would increase
Piedmont's financial risk and weaken the utility's consolidated coverage ratios to a
level that may no longer be appropriate for its current ratings.

| Moreover, the agencies would likely revisit their view of the degree of credit
support provided by the utility's regulator. 1 believe the agencies would view these
developments negatively and would likely review their ratings on Piedmont. I
believe that a ratings downgrade could impair Piedmont's ability to access the
éapital market and increase its cost of capital.

In its recent ratings rationale (July 22, 2003), Standard & Poor's discusses
regulatory risk, acquisition financing risk and capital structure expectations as they
relate to the maintenance of current credit quality. I have attached the Standard &
Poor’s ratings rationale and the current Moody's rationale as Exhibit __ (RAH-2),
and T have highlighted segments that are most relevant to these proceedings.

Is it reasonable to assume that two natural gas utilities would have the same
cost of long-term debt?
No. Credit ratings and general market conditions are two of many factors that

determine a utility's cost of long-term debt. Furthermore, the two companies may
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have sold their existing long-term debt at different times and under entirely different
market conditions.

As one of Piedmont's financial advisors, does Merrill Lynch recommend that
Piedmont speculate on interest rates?

We do not advise clients to take chances on interest rates. We do advise clients,
such as Piedmont Natural Gas, to finance when they have the need or if they know
they will have a need to use a hedging technique to lock in an acceptable interest
rate. We do not advise clients to postpone a financing because we think rates will
go lower. It is possible that rates may go lower, but our client could develop
financial problems or the industry in which the client is situated could have
financial problems making it difficult for any company in that industry to finance
regardless of the overall level of interest rates.

In your opinion, would it be prudent for Piedmont to use short-term debt to
finance its long-term obligations?

No. I think that it is prudent for the company to put into place long-term capital as
soon as possible. The use of short-term debt to finance its long-term obligation
would expose the company to market and refinance risk and thus increase the
overall financial risk profile of the company.

How would the rating agencies react to an attempt by a natural gas utility to
finance its long-term obligations with short-term debt?

Negatively, as this would be viewed as increasing the financial risk profile of the

compary.

Wt



1 Q. Does this conclude your prepared testimony?

2 A. Yes,itdoes.
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Affidavit
State of New York )

County of New York )

Ronald A. Johnson, being first duly sworn, deposes and says that he is
the same Ronald A. Johnson whose prepared testimony and exhibits accompany
this affidavit.

Ronald A. Johnson further states that, to the best of his knowledge and
belief, his answers to the questions contained in such prepared testimony are

true and accurate.

Ronald A. Johnsen

Sworn to and subscribed before me, a Notary
Public, on this the 2"day of September, 2003.

My Commission Expires: The foregoing document was acknowledged

befo mgtmsﬂ 7 day é;i%w

Notary Pubhc .

SYLVIA L. DOUGLAS
Notary Public, State of New York
No. 01D06087072
Qualified in Bronx County
Commission Expires February 10,202
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Exhibit __(RAJ-1)

Company

Credit Rating and Outlook

Business Profile Score

(Source: Standard & Poor's Utilities &
Perspectives, August 25, 2003)

Piedmont Natural Gas A/negative 3
Atmos Energy A-/negative 4
AGL Resources A-/stable 3
Atlanta Gas & Light A-/stable 2
Nicor AA/stable 3
Nicor Gas AA/stable 2
Northwest Natural Resources Al/stable 3
Peoples Energy A-/stable 4
Peoples Gas & Light A-/stable 3
WGL Holdings AA-/stable 3
Washington Gas & Light AA-/stable 3

BN
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STANDARD RATINGSDIRECT
&POORS

Research:

Refurn to Reguiar Format

Summary: Piedmont Natural Gas Co. Inc.

Publication date: 22-Jul-2003
Credit Analyst: Brian Janiak, New York (1) 212-438-5025

Credit Rating:  A/Negative/A-1

==

Rationale

On July 22, 2003, Standard & Poor's Ratings Services affirmed its 'A’ corporate credit rating on
Piedmont Natural Gas Co. Inc., following the approval by the North Carolina Utilities Commission
(NCUC) of the company's proposed acquisition of North Carolina Natural Gas (NCNG), a natural gas
distribution company, from Progress Energy Inc. for approximately $425 million in cash.

The ratings were removed from CreditWatch where they were placed Oct. 17, 2002, following the
announcement of the proposed transaction. At the same time, Standard & Poor's assigned its 'A-1'
short-term corporate credit rating to Piedmont and its 'A-1' rating to the company's new $450 million
commercial paper program.

The outlook is negative. Piedmont had approximately $467 million of debt outstanding as of April 30,
2003.

_ The negative outlook reflects Standard & Poor's concerns about Piedmont's significantly increased debt

mpi@ighm.@....t.,.r._anms,ggtign,gt,.N,QNG and Piedmont's ability to generate financial performance. ..

te with the existing ratings.

levels 10 ¢

The acquisition is consistent with Piedmont's growth strategy to increase its gas distribution presence in

the southeastern markets. However, the size and scope of the proposed acquisition, combined with the

uncertainties regarding the execution risk of the transaction, as well as the uncertainty of the company's

fwo near-term rate hearings in North Carolina ($46.3 million) and Tennessee ($18.6 million), further..... .

~ heightens Standard & Poot's concerns. n Piedmont's ability to support an 'A' ratings profile. . . ... . .

Nevertheless, the proposed acquisition should strengthen Piedmont's highly regulated natural gas
distribution business by adding an additional 176,000 NCNG residential, commercial, and industrial
natural gas customers in eastern and southern North Carolina, which will increase Piedmont's
customers served to more than 901,000 across North Carolina, South Carolina, and Tennessee.
Furthermore, Piedmont's projected financial performance, with funds from operations interest coverage

__above 4.0x

 standard & Poor's expects Piedmont to continue to strengthen its credit protec
" forward after integrating its acquisition of NCNG and completi

d total debt to total capital below 49% is appropriate with current ratings.

tion measures going

its permanent financing for the .
proposed transaction with a combination of $200 million of equity and $250 million of debt.

Liquidity.
Piedmont's liquidity is adequate for current market conditions. As of April 30, 2003, Piedmont had
approximately $64 million of cash and full availability under its $200 million of committed bank lines.
In addition, the company has access to an additional $68 million of uncommitted bank lines.
Piedmont's liquidity position should remain adequate after meeting its debt maturities of about $47
million in 2003 because the company is expected to maintain sufficient availability under its bank
lines due to its modest working capital needs and maintenance capital expenditures and minimal
debt maturities after 2003. Finally, Piedmont's commercial paper program is expected to have

ﬁle://C:\Documents%20and%2()Settings\bo’lsen\Local%ZOSettings\Temporary%20Internet%ZOFile... 9/3/2003
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minimal borrowings after the company uses proceeds from its expected equity issuance and longer-
term thgt _pﬁering fo feduce outstanding borrowings under the program.

Z Outlook

Failure to successfully integrate the acquired operations and finance the transaction with appropriate
amounts of common equity and long-term debt could result in lower ratings. The current ratings alsc
depend upon reasonable outcomes in Piedmont's regulatory proceedings.

Ratings Assigned

Rating

Piedmont Natural Gas Co. Inc.

Short-term corp credit rating A-1

$450 mil commercial paper program A-1

Ratings List

To From

Piedmént Natural Gas Co. Inc.

Long-term corp credit rating A/Negative A/Watch Neg
Senior unsecured debt A A/Watch Neg

Complete ratings information is available to subscribers of RatingsDirect, Standard & Poor's Web-
based credit analysis system, at www.ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at www.standardandpoors.com; under Credit Ratings in the
left navigation bar, select Credit Ratings Actions.

Copyright © 1994-2003 Standard & Poor's, a division of The McGraw-Hill Companies.
All Rights Reserved. Privacy Policy

- this MeGraweHill Companies

ﬁle://C:\Documents%20and%ZOSettings\bolsen\Local%ZOSettings\Temporary%fZOIntemet%ZOFile... 9/3/2003
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Global Credit Research
Opinion Update
25 JUN 2003

Mosdy’s Investors Service
Opinion Update: Piedmont Natural Gas Company, Inc.

Piedmont Natural Gas Company, Inc.

Charlotte, North Carolina, United Stales

Ratings

Category Moody's Rating
Senior Unsecured A3
Contacts

Analyst ‘ Phone
Edward Tan/New York 1.212.553.1653
Mihoko Manabe/New York

John Diaz/New York
Opinion
Rating Rationale

Piedmont Natural Gas Co.'s A3 sr. uns. rating is based on the stable cash flows it generates as a regulated gas
utility, strong customer growth over twice the national average, a balanced capital structure, and conservative
management. Piedmont is primarily a distributor of natural gas to 740,000 residential, commercial and industrial
customers in North Carolina, South Carolina and Tennessee. It also holds investments in non-utility energy-related
businesses including retail natural gas and propane marketing, interstate and intrastate natural gas storage and
transportation. It benefits from supportive reguiation in the three states it serves. All three jurisdictions have
granted it weather normalization clauses, which help to keep its cash flows relatively stable and provide
normalization of approximately 80% in annual gas sales. The residential and commercial customer classes
compose B5%of overall revenues, contributing to the eamings stability of the company.

Piedmont suffers from regulatory lag and is dependent on obtaining rate relief from its various regulatory .

_ jurisdictions to help fund its growing capital expenditure needs. Shortfalls in requiatory rate increases must be met
by further reliance on the capital markets to fund the growing cash needs for both capital expenditures and

_dividend increases. The company is currently in rate hearings in North Carolina (846.3 million) and Tennessee
($18.5 million). As the new and enlarged Piedmont becomes a more dominant gas distributor in North Caralina
following the NCNG acquisition, regulators in that state are also likely to apply reductions fo the amounis of
company petitions for further rate increases, even if they may be justified by the hiatus in NCNG obtaining rate ___
relief during the ownership period under Progress Energy. It has filed rate cases in both North Garolinaand .
Tennessee. These rate cases are expected to be concluded in the fourth quarter of fiscal 2003. . .

Piedmont will acquire North Carolina Natural Gas (NCNG) upon receipt of regulatory approval for $425 million. The
acquisition of NCNG will add over 170,000 new customers to its existing customer base of 740,000. Piedmont
plans to permanently finance its $425 million acquisition of North Carolina Natural Gas in its first fiscal 2004
quarter through a combination of debt and equity. Regulatory approvals for this acquisition are expected by the
North Carolina Utility Commission in June of this year and by the SEC in July.

Recent Events

Moody's downgraded Piedmont's ratings to A3 with a negative outlook in June 2003 reflecting concerns of a
financial profile weaker than the A2 peer group as Piedmont's retained cash flow (funds from operations after
dividends), EBIT/Interest coverage and retained cash flow to total debt have declined steadily from 1999 through
2002. During this same period, dividend payouts as a percentage of net income have grown from 72% to 83%.
While the purchase of NCNG is expected to be approved and physically integrated into the existing operations of

http://www.moodys.com/moodys/cust/research/venus/Opinion/Opinion%20Update/608700/... 9/2/2003
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Piedmont's gas distribution business in 2003, it will undoubtedly incur increasing O&M pressures as employee
medical and pension benefits continue to rise. The added levels of debt incurred to fund the acquisition will
continue to pressure fixed charge coverage ratios in fiscal 2003 and beyond, even if the company manages to
bring its leverage down to previously lower levels.

Rating Outlook

The negative outlook reflects Piedmont's proclivity towards further acquisitions as well as the execution risks of
integrating NCNG. Management has declared its intention to pursue additional regional gas utility acquisitions.

© Copyright 2003, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc.
(together, MOQDY'S). All rights reserved.

ALL INFORMATION CONTAINED HEREIN 1S PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY
FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY’S PRIOR WRITTEN CONSENT. All
information contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, such information is provided “as is” without warranty
of any kind and MOODY'S, in particular, makes no representation or warranty, express or implied, as to the accuracy, timeliness,
completeness, merchantability or fitness for any particular purpose of any such information. Under no circumstances shall
MOODY'S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or
relating to, any error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or
any of Its directors, officers, employees or agents in connection with the procurement, cotlection, compilation, analysis,
interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential,
compensatory or incidental damages whatsoever (including without limitation, lost profits), even if MOODY'S is advised in
advance of the possibility of such damages, resulting from the use of or inability to use, any such information. The credit ratings,
if any, constituting part of the information contained herein are, and must be construed solely as, statements of opinion and not
statements of fact or recommendations to purchase, sell or hold any securities. NO WARRANTY, EXPRESS OR IMPLIED, AS TO
THE ACCURACY, TIMELINESS, COMPLET ENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH
RATING OR OTHER OPINION OR INFORMATION 15 GIVEN OR MADE BY MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each
rating or other opinion must be welghed solely as one factor in any Investment decision made by or on behalf of any user of the
information contained herein, and each such user must accordingly make its own study and evaluation of each security and of
each issuer and guarantor of, and each provider of credit support for, each security that it may consider purchasing, holding or
selling. Pursuant te Section 17(b) of the Securities Act of 1933, MOODY'S hereby discloses that most issuers of debt securities
(including corporate and municipal bonds, debentures, notes and commercial paper) and preferred stock rated by MOODY'S
have, prior to assignment of any rating, agreed to pay to MOODY'S for appraisal and rating services rendered by it fees ranging
from $1,500 to $1,500,000.
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